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Several agencies “ave naot estabiished appro-
priate internal audit as required by law.
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grams to such an extent that their internal
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services and should develop guidelines to
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mining the appropriateness of the size of
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COMPTROLLER GENERAL Of THE UNITED STATES
WASHINGTON. D.C. W34

B-160759

To the Presideat of the Senate and the
Speaker of the House of Representatives

This report assesses the performance of the Federal
agencies in implementing section 113 of the Accounting and
Auditing Act of 1950 which requires each agency to establish
and maintain an internal audit system.

We made our review pursuant to the Budget and Accounting
Act, 1921 (31 U.S.C. 53), and the Accounting and Auditing Act
af 1950 (31 U.S.C. 67). ’

We are sending copies of this report to the Director,
Office of Management and Budget, ard to the heads of the
departments, agencies, and commissions to which the 1950 act
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Comptroller General
of the United States
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COMPTROLLER GENERAL'S AN OVERVIEW OF
REPORT TO THE CCNGRESS FEDERAL INTERNAL AUDIT
Office of Management and
Budget and Other Federal
Departments and Agencies

DIGEST

The Accounting and Auditing Act of 1950
requires Federal agency heads to establish
and maintain appropriate internal audit to
provide effective control over funds, prop-
erty, anéd other assets.

This basic concept has been expanded by GAO's
issuance of principles and procedures ior
internal audit which encourage auditors to
identify opportunities for minimizing unneces-
sary or wasteful practices, and to review
results of agency programs and activities

to determine whether they are meetlng estab-
lished object1ves.

GAO has attempted to find out whether the
Federal departments and independent agencies
had established an appropriate interaal audit
capability.

Several agencies had not established internal
audit groups. (See p. - 7.) 1In others the audit
staffs were too small to provide reasonable
‘coverage. (See p. 8.) GAO also noted a tend-
ency by some audit groups to emphasize so-
called external audits of Federal assistance
programs, thereby reducing the amov»t of in-
ternal auditing being performed. (See p. 13.)

Although guidance has been provided to each
agency on a number of matters relating to
internal audit, the guidance regarding appro-
priate levels of staffing and the proper mix-
ture of internal and external audits has not
been explicit. The result has been inade-
guate audit coverage of the internal opera-
tions of several agencies.

To the extent that an internal audit
capability is lacking, Federal expenditures
in the affected agencies are not being sub-
jected to the control contemplated by the

Upcn removal, the report .
cover date should be noted herson. - i FGMSD-76-50



Accounting and Auditing Act of 1950. In addi-
tion, opportunities to reduce or eliminate
unnecessary or wasteful practices and identify
cost reductions are being lost.

Officials in agencies with no audit capability
generally believed their operations were too
small to require internal audit. Others who
raquested additional staff to match audit
capanility with workload were denied in-
creases by their agency or by the Office of
Management and Budget. Still other audit
groups found that requirements to audit ex-
ter=al programs forced them to reduce internal
aud.ts by substantial amounts.

An effective internal audit capability for
all Federal agencies would

--enhance internal control,

--provide management with needed information,
and '

--identify areas for reducing expenditures.’

The Office of Management and Budget should
investigate the feasibility of having larger
Federal agencies provide auditing secvices on
a cost reimbursable basis to smaller agencies
lacking an internal audit capability. How-
ever, before this is done the Office of Man-
agement and Budget said a determination should
be made by the smaller agencies as to whether
it would be desirable and economically justi-
fied to establish their own audit capability.
In addition, the use of independent public
accountants should be explored. (See p. 16.)

‘Most smaller agencies lacking an internal
audit capability already have determined that
they are not economically justified in estab-
lisning their own internal audit capability.
The use of independent public accountants as
an alternative could be explored. However,
consideration should be given to whether the
hiring of independent public accountants will
be more expensive than using Federal auditors
to do the same work. (See p. 17.)
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GAO also proposed that the Office of Management
and Budget develop guidelines for use by Federal
agencies in determining the size of their audit
staffs and the proper division of effort between
external and interna’ audits. The Office of
Management and Budget believed guidance in this
area had already been provided in its Federal
Management Circular 73-2. - 1t believed that if
audit groups prepared the plans required by this
circular, agency management would have sufficient
information to make the decisicns implicit in
GAO's proposal. (See p. 18.)

GAO believes the guidance in the Circular is

not sufficient. Virtually every Federal audit
organization has prepared the annual audit plan
required by the circular, and many of these
plans indicate that the audit staff size is
inadequate to perform the audits set forth in
the plan. However, agency management generally
does not appear to be responding to such infor-
mation by increasing audit staff sizes or taking
other action to bring workloads and audit capabil-
ity into balance.

Recommendations

GAC is recommending that, to overcome the iack of
internal audit capability in the smaller agen-
cies, the Office of Management and Budget reem-
phasize to all agencies that do not now have
internal audit coverage that such coverage should
be obtained, cite the alternative methods avail-
able for cbtaining such coverage, and help the
agencies arrange cross-servicing agreements when
requested to éo so.

The Office of Management and Budget also should
develop auidelines to assist Federal agency man-
agement in determining the appropriateness of
the size of their audit staffs. These guide-
lines should also address the question of the
division of eiforts between external and inter-
nal audits. .
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CHAPTPR 1

INTRODUCTION

Federal executive departments and agencies have offices
located throughout the United States and abriocad which employ
nearly 3 million people and manage scores of programs., Ef-
fective management of such operations requires a system of
internal control, including interral audit.

An agency's internal audit organization, when provid«d
with adeguate staff, organizational irdependence, and a.tho--
ity to review all agency functions, can assist managermeut i
attaining its goals by furnishing information, analyses.
appraisals, and recommendaticns for improving operation.

The Congress underlined the importance of internc' .adix
by enacting section 113 of the Accounting and Auditinre: Ac:
of 1950 which requires the heasd of each executive age: 7
to estabiish and maintain systems of accounting and .aterial
control, including internal audit, to provide "effeci.ve
control over and accountability -for -all funds, propertiy; -2-7J
other assets for which the agency is responsible.”

The same act required the Comptroller General of tao
United States to prescribe principles and procedures for
internal audit. In 1957, 1968, and 1974 we issued s.at2-
ments of basic principles and concepts of internal audit’ g
to provide guidance to Federal agencies in developirg inter-
nal audit organizations and procedures. 1In 1972 we issu 3
"Standards for Audit of Governmental Organizations; P ~:-ams,
Activities & Functions” which iz intended to apply to a2 iits
performed by Federal, State, or local governments or b - in-

dependent public accountants.

These statements stress th2 need for internal auditors
to . ine financial transacticns to determine whethe their
ag - 1is (1) maintaining effective control over its assets,
lia...ities, revenues and expenditures and (2) complying with
the requirements of applicable laws and requlations. These
statements also ancourage tiiternal—auditors to be concerned
with minimizing unnecessary or wasteful practices, such as
using equipment inefficiently or procuring unneeded prop-
erty, mate.ials, or supplies.

These statements further broaden the scope of the
internal auditor'®s work to include reviews of the results’
or benefits achieved by agency programs, and the extent to
which the programs are meeting established objectives. We
suggest that auditors consider such gquestions as: i;



--Is the program accomplishing the results intended,
as spelled out in the legislative objective?

-~Are program costs commensurate with the benefits
achieved?

--Bave alternative programs or procedures been ex-
amined for potentlal in achieving obJectivns with
the greatest economic efficiency?

--Is there a continuing need for the program?

Federal agencies have als¢ received quidance from the
Office of Federal Management Policy of the General Services
Administration through its Federal Management Circular 73-2,
which sets forth policies for executive branch departments
and agencies to follow when auditing Federal operations and
prograns. (See app. I.) The Office of Federal Management
Policy was transferred into the Financial Management Branch
of the Budget Review Division of the Office of Management
and Budget in December 1975. Thus the Office of !YManagement
and Budget is now responsible for internal audit policy in
the zxecutive branch of the Federal Government.

fa

In addition to complying with the requirements of
the 1950 act and our principles, procedures, and standards.,
internal auditors must perform so-calle. external audits
of Federal agency grants to State and local governments.
Federal grant funds, which totaled only about $Z billion
in fiscal year 1950, increased to almost $60 billion by
fiscal year 1976. This assistance involves more than
1,000 grant programs for sucb things as health, law enforce-
ment, education, and enviroamental protection.

As legislators and executives at the Federal, State,
and local levels of government became increasingly concerned
with getting information on how these Federal assistance
funds were being spent and ~n whether program objectives
were being achieved, auditocs found they had to devote more
of their effort tc auditing these programs or to monitoring
the work of State and local auditors or 1ndependent public
accountants hired to perform the audits. -

SCOPE OF REVIEW

We met with representatives of Federal departments and
agencies and provided them with a questionnaire on their
audit capabilities, the extent of their audit organization’'s
invoivement in both internal and external audits, and the
problems being experienced in these areas. We obtained in-
formation from the following Federal departmer.ts and agen-
cies. 5
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Degartments .

Department of Agriculture

Department of Commerce:
Haritime Administration

Department of Defense:
Defense Contract Audit Agency
Deputy Assistanc Secretary

of Defense {(Audit)

Defense Supply Agency
Department of the Air Force
Department of the Army
Department of the Navy
U.S. Marine Corps

Departmert of Health, Education, and Welfare
Department of Housing and Urban Development

Department of the Interior

- Department of Justice:

Law Enforcement Assistance Administration
Department of Labor
Department of State:
Office of the Inspector General of Foreign Assistance
Office of the Inspector General, Foreign Service
Department of Transportation: -
Federal Aviation Administration
Federal Highway Administration
Urban Mass Transportation Administration
Department of the Treasury

Independent agenc:es

ACTION

Agency for International Development
Central Tntelligence Agency

Civil Aeronautics Board

Civil Service Commission

Community Services Administration
District of Columbia Government

-



Independent agencies (continued):

Erergy Research and Dcvelopment Administration
Environmental Protection Agency

rzderal Communications Commission

Federal Deposit lnsurance Corporation

Federal Energy Administration

Federal Home Loan Zank Board

Federal Power Commission

Federal Trade Commission

General Services Administration

Government Printing Office

Interstate Co.mmerce Commission

Library of Congress

National Aeronautics and Space Administration
Nuclear Regulatory Commission

National Science Foundation ,

Securities and Exchange Commission

Small Business Administration
Smithsonian Institution -
U.S. Information Agency

U.S. Postal Service

Veterans Administracion

The opportunity to comment on our proposed report was
provided to these departments and agencies. Their responses
were considered and are included, as appropriate, throughout
the report.

.
.
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CHAPTER 2

INCREASED AUDIT CAPABILITY

NEEDED BY SOME AGENCIES

In a 1963 report on internal audit, the House Committee
on Government Operations reported that the internal audit
system recommended by the Comptroller General in his 1957
statement of principles and concepts for departments and
agencies had unfortunately not been adopted on a Government-
wide basis. .

The report said that, although internal audit groups
were scattered throughout the agencies and departments, the
internal audit function freguently was being compromised by
inadequate staffing. This staffing problem was confirmed in
our reports on the internal audit activities of departments
and major independent agencies issued from July 1966 to May
1970, which frequently disclosed tha:. the internal audit

. staffs were too small to provide adequate coverage.

STLFE LEVE.S CF FEDERAL
AUDIT ORGANIZATIONS

The heads of Federal agencies gradually increased the:
size of their audit staffs. As of June 30, 1975, there were
more than 11,600 internal auditors throughout the civilian
and defense agencies. More than $263 million was spent to
operate these audit organizations in fiscal year 1975.

The following table gives the number of professional and
administrative internal and external audit personnel by
agency as of June 30, 1975.
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Department/Agency

Civil:

Agency for International Development

Agriculture

Civil Service Commission

Commerce

Community Services Administration

D.C. Government

Energy Research and Development
Administration

Environmental Protection Agency

Federal Deposit Insurance Corporation

General Services Administration

Health, Bducation, and Welfare

Housing and Urban Develcpment

Interior

Justice

Labor e e

National Aercnautics and Space Adminis-
tration

National Science Foundation

Nuclear Regiilatory Commission -

Postal Service

Small Business Administration

State

Transportation

Troasury

Veterans Administration

Miscellaneous {ACTION, Library of Con-
gress, Smithscnian Institution, etc.:®

Total Civil

Defense:

: Defense Contract Audit Agency
Deputy Assistant Secretary

of Defense (Audit)

Defense Supply Agency
Air Force
Army
Navy
Marine Corps

Total Defense

Total staff size

Pr.d

127
495

3,367
101

162
1,052
990
553
119

11,647

Staff size

6,344




Some Federal agencies have not estaklished audit organi-
" zations. For example, we reported in September 1974 that
the National Gallery of Art had no internal audit organization,
= ..-_ even though it

~--is responsible for assembling and maintaining a
national collection of paintings, sculptures, and
gtaphic 2rts valued at more than $225 million in -
June 1974; . .

--receives significant amounts of funds each year from
b+ .h Federal and private sources ($6.2 million in
Fe .eral funds and $1.5 million in private funds were
. received for fiscal year 1974 operations); and

--had a staff of 377 regular employees and 72 part-time
ané Intermittent employees as of May 1974, and is ex-
pected to expand by about 500 additional employees with-
in the next few years.

The Gallery's Treasurer, in response to our report, said
he agreed in principle with the need for a coordinated inter-
nal audit function, but did not intend to establish an inter-
nal audit group because he believed the Gallery's operations
were not large enough to justify a full-time internal audit
staff.

LACK OF INTERNAL AUDIT
IN REGULATORY AGENCIES

As a group, the Government's regqulatory agencies have
virtually no internal audit capability, although several
agencies have strong external audit organizations which
generally make compliance reviews of industries regqulated.

- We found that:

--The Federal Trade Commission {FTC) has no internal audit
group as such, although it does have a monitoring and
accountability overview for each FTC program more in
the nature of program evaluation groups rather than

- an internal audit group. —-

--The Federal Communications Commission has one person
to carry out the internal audit function.

--The Securities and Exchange Commission (SEC) has no
internal audit group. SEC did form an ad hoc audit
group in 1975 to perform an internal audit as a result
of our recommendation.

et g
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--The Civil Aeronautics Board (CAB) has no internal audit
group. CAB does have a group of compliance examiners/
auditors. However, these individuals are concecrned
with the operaticne of air carriers. CAB's internal
audit effort in 1975 was 1/2 staff-year.

-=-The Interstate Commerce Commission (ICC), like CAB,
has an audit group primarily performing external
compliance reviews of rail carriers.” Only 1 or 2
percent of its audi: effort is spent on internal
audit.

-~The Federzl Power Commission has two men who perform
somewhat of an internal audit function on a part-time
basis, but its audit group is almost exciusively
compliance type auditors who audit power suppliers.

TWO ADDITIONAL AUDIT ORGANIZATIONS
WHICH ARE UNDERSTAFFED

Our reviews ¢f two other Federal agencies in fiscal
year 1976 disclosed understaffed internal audit capabilities
at the Small Business Admlnxstratlon {SBA), and the Veterans
Administration (VA).

Our review of the SBA Internal Audit Division showed
that as of October 1975, 24 auditors were responsible for
auditing 19 different financial assistance programs and 19
management assistance, procurement assistance, and advocacy
programs in 10 regional offices and 90 district and branch
offices. The auditors were able to cover only 25 of
SBA's 63 district offices during fiscal years 1969 through
1974, The audit areas SBA identified as the highest priority
for coverage were on a l0-year audit cycle. SBA's audit
staff was reduced from 53 in 1967 (42 professionals and 11
clerical positions) to 22 (18 professionals and 4 clerical
positions) in 1974, SBA was iuthorized tc increase its
internal audit staff to 40 povitions in July 1974. However,
after seven positions were fili=d, SBA curtailed further
h1r1ng because of Office of Management and Budget restraints
in accordance with a general position reductxon the Congress
made. —

VA, with a total staff of 186,200 as of June 1975, had
only 70 auditors to audit $16.7 billion in fiscal year 1975
program expenditures. This put the audit group on about
a 20-year cycle for management audits of VA's 177 hospitals
and regional offices.
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We renorted in February 1976 on the audit coverage pro-
vided to VA's Data Processing Center in Hines, Illinois,
which made $7.4 billion in compensation and pension payments
in fiscal year 1975. Despite the large sur.s involved and
the vulnerability to undetected error, misuse, and possible
fraud, VA auditors had never reviewed the adequacy of con-
trols over computer processing in the compensation and
.pension system..- - The VA internal auditor at the Hines Center
said such controls had not been reviewed due to insufficient
staff resources.




CHAPTER 3
IMPACT OF GRANT AUDIT REQUIREMENTS

- ON INTERNAL AUDIT COVERAGE

Internal audit organizations have found that the growth
to nearly $60 billion for more than 1,000 Federal grant
programs has required more external auditing on their part.
This has reduced the time available for performing internal
audits of agency operations,

Legislation establishing a grant program often contains
a requirem2nt that the program be audited at certain specified
intervals, such as every 2 years. Accordingly, in preparing
annual audit plans, internal audit organizations must deter-
mine what part of such audit requirements will be carried
out by cross-servicing arrangements with other Federal audit
groups, by State and local auditors, under contracts with
independent public accountants, and by the audit organization
itself.

CROSS-SERVICING
ARRANGEMENTS

To conserve staff resources, promote efficiency, and
minimize the effect of zudits on the operations of organiza-
tions subject to audit, each Federal agency is required by
Federal Management Circular 73-2 to fully consider establish-
ing cross-servicing arrangements under which one Federal
agency will conduct audits for another. The circular states

"that this is particularly applicable in the Federal grant
~and contract programs where two or more Federal agencies are
- frequently responsible for programs in the same organization
or in offices located within the same geographical area,

There are numerous instances of such cross-servicing
arrangements. For example, the Defense Contract Audit Agency
(DCAA) and the Departments of Agriculture, the Interior, and
Health, Education, and Welfare (HEW) have provided auditing
services tc the Department of Labor. DCAA also provides con-
tract audit services to such agencies as the Department of
Housing and Urban Development, National Aeronautics and Space
Administration, and the Department of Transportation,

HEW has performed audits for the Department of Agricul-
ture, the National Science Foundation, and DCAA,., HEW also
is responsible for auditing grants and contracts made by
Federal agencies to more than 2,000 educational institutions
throughout the United States.
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STATE AND LOCAL

AUDIT ASSISTANCE '

Federal Management Circular 73-2 also requires Federal
auditors to coordinate their audit requirements with State
and local governments to the maximum extent pcssible. The
circular states that:

"The scope of individual Federal audits will give full
recognition to the non~Federal audit effort. Reports
prepared by ron-Federal auditors will be used in lieu
of Federal audits if the reports and supporting
workpapers are available for review by the Federal
agencies, if testing by Federal agencies indicates
the audite are performed in accordance with generally
accepted auditing standards (including the audit
standards issued by the Comptroller General), and if
the audits otherwise meet the requirements of the
Federal agencies.”

Some Federal internal audit agencies have been able to
use State and loca14audits_to reduce their workload.

--The Office of Revenue Sharing in the Department of
the Treasury has agreements with 42 States and the
District of Columbia to audit revenue sharing moneys
of 15,000 local governments.

--The Federal Bighway Administration in the Department of
Transportation uses reports on Federal highway funds
State auditors prepare.

--The Department of Agriculture accepts State audits
of the Child Nutrition Program.

--The Law Enforcement Assistance Administration uses
the work of State auditors whenever possible to
satisfy its audit requirements.

--The Department of Labor uses State and local auditors
to_audit its Comprehensive Employment and Training
Act Program, .

These examples indicate the possibilities which exist
for Federal use of State audit work. However, there are
still some problems to be overcome, such as reimbursing
State auditors for the work they perform, before State and
local audit assistance achieves its full potential. A Na-
tional Intergovernmental Audit Forum and 10 regional inter-
governmental audit forums comprised of Federal, State, a=d
local auditors are working to resolve the reimbursement
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question and other obstacles to the increased use of State
audits by Federal internal audit organizaticns. The Joint
Financial Management Improvement Program, an organization
to which all Federal agencies belong, also is working on
the reimbursement issue as part of a project dealing with
problems in the intergovernmental auditing acea.

ASS1STANCE FROM
INCEPERDENT PUBLIC ACCOUNTANTS

Federal internal auditors increasingly have been relying
on the work of independent public accountants to carry out
their rejuirements for audits of grant and other federally
funded programs. The following are examples of Federal
programs audited by independent public accountants:

Agency Program or entity

Community Services Administration Community Action Agencies

Department of Health, Education, oL
- and Welfare - .~ 1, Medicare

2. Student Aid
3. BHBead Start

Department of Housing and

Urban Development 1. Low E=nt Housing
' 2. Urban Renewal
Authorities

3. Community Development
Block Grant P:icgram

Department of Justice Law Enforcement Education
Program

Department of Labor Comprehensive Employment
and %“raining Act

Department of the Treasury Revenue Sharinyg

Environmental Protection Agency Waste Tieatment Con- -
struction

The audits performed for Federal agencie: by State and
local auditors and independent public accountants must be
reviewed, These reviews require a certain expenditure of
staff time by the internal audit organization. Moreover,
Federal internal auditors often reserve for themselves
some part of the audit universe to mainta.n better control
over the program or entity being audited.

12
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For example, independent public accountants, rather
than the internal auditors in the Department of Housing
and Urban Development (HUD), are used to audit most of the
2,700 public housing authorities, HUD auditors audit
those authorities with more than 5,000 units and monitor
the work of the independent public accountants. Similarly,
the Department of Labor audits the prime sponsors, usually
major cities and States, of its Comprehensive Employment
and Training Act Program while thousands of subsponsors
are audited by State and local auditors or independent
public accountants.

The monitoring of other ~uditors by Federal internal
audit organizations combined with the organizations' own
audits of Federal assistance programs results in more
audit effort being directed toward external audits, with
a corresponding decrease in audits of internal areas.

The Department of Agriculture audit office, for example,
spent 33 percent of its audit effort, about 122 staff-years,
on the Food Stamp, Child Kutrition, Food Distribution,
vomen-Infants-Children, Meat and Poultry Inspection, and
Water and Waste Disposal Programs in fiscal year 1975, an
incr=2as2 from the 28 percent it spent in fiscal year 1974.

The Department of Health, Education, and Welfare Audit
Agency spent about 80 percent, or 666 staff-years, of its
audit effort on grant audits in fiscal year 1975, and only

20 percent on internal audits.

The Department of Housing and Urban Development's audit
office spent about 64 percent, or 172.2 staff-years, of its
audit time in fisczl year 1975 on audits of its grant pro-
grams for Model Cities, Urban Renewal/Neighborhood Develop-
ment, Low Rent Housing, and four other grant programs.

1ae Lepartment of Transportation employed 381 auditors
in fiscal year 1975, of whom about 100 performed internal

-audits for the Department. The remaining auditors performed

external audits exclusively for the Federal Aviation Adminis-
tration, Federal Railroad Administration, U.S, Coast Guard,
Federal Highway Administration, Urban Mass Transportation
Administration, and the Nation~l Highway Traffic Safety
Administration.

Our reviews at two agencies during fiscal year 1976

indicated that the concentration cf effort on external
audits was resulting in inadequate internal audit coverage.
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Our review of the Environmental Protection Agency
.owed that wvirtually all of its auditors were concerned
with external audits of construction and other grant pro-
grams. The review pointed out that this concentration on

grants meant oaly a limited amount of internal auditing

was being accomplished. Later the agency took two steps

to improve the situation. First, 22 additional internal
audit positions were provided to the Office of Audit

during fiscal year 1976. Second, the agency entered into
contracts with independent public accountants for external
audits, which allecwed its auditors to conduct more internal
audits.

Our review at the Department of Labor cshowed that
‘the internal auditors were spending only about 20 percent
of their audit effort on internal reviews. As a result,
there had been no payroll audits, no reconciliations of
cash transactions with Treasury accounts, and no reviews
of the collection and writeoff of receivables in recent
years. In addition, ve. - little work had been done in re-
viewing controls over property, cash, and advances,
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CHAPTER 4

CONCLUSIONS AND RECOMMENDATIONS

CONCLUSIONS

Progress was slow in carrying out the requirement of the
1950 Accounting and Auditing Act to establish internal
audit systems until the 1970s, when a series of increases
brought Federal sudit staffs to a total of more than 11,600
professioral and administrative personnel. However, some
agencies still have not established audit groups and others
are understaffed. Moreover, the growth of Federal assistance
programs has required the internal audit offices of several
grantor agencies to spend as much as 60 to 80 percent of
their time eiither monitoring and reviewing the audits of
State and local auditors and independent public accountants
or performing such external audits themselves.

The complete or partial absence of internal audit capa-

bility means that Federal expenditures in the affected agen-

- cies are not being-subjected to the important internal cdon-
trol provided by auditors. In addition, opportunities to
reduce or eliminate unnecessary or wasteful practices

and identify potential cost reductions ‘are being lost.

The trend toward external audit is becoming a matter

for concern. While it is certainly important to concentrate

on Federal assistance programs, it -is also important that
internal audit organizations provide effective contrcl over
funds, property, and other assets for which the agencies
are responsible through audits of internal operations.

Instances where agencies have not established audit
organizations, have audit organizations which are under-
staffed, or are performing a high percentage of external
audits to the detriment of internal audit are problems
which have occurred because each agency establishes its
audit group without benefit of guidance as to what an ap-
propriate level of staffing should be, or how the audit
‘organizations should split—their timé between internal and
external audits. : :

The Office of Management and Budget, which has respon-
sibility for developing internal audit policy for Federal
agencies, has provided guidance in such areas as cross-
servicing and the acceptance of State and local auditors®
work. However., explicit guidance has not -been developed
regarding the appropriateness of the sizes of Federal
agenc v audit staffs or the proper mixture of internal and
external audits.
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Moreover, the Office of Management and Budget has not
provided policy guidance concerning the problem of the lack
of internal audit in those agencies, such as the National
Gallery of Art and several requlatory agencies, that believe
they are too small to have their own full-time audit organi-
zation,

" To correct the problems of the lack of internal audit
in some agencies, understaffing of the audit function in
other agencies, and the proper mixture of internal and
external audits, we proposed that the Office of Management
and Budget look into the possibility of having larger
agencies provide auditing services on a cost reimbursable
basis to small agencies lacking an internal audit capability.
We also proposed that the Office of Management and Budget
develop guidelines for Feéderal agencies regarding the
determination of the size of their audit staffs ané the
proper division of effort between external and internal
audits.

AGENCY COMMENTS AND
OUR EVALUATION

In a letter dated July 27, 1976 (see app. II), the Office
of Management and Budget advised us that it believed there
are several ways in which the smaller agencies may meet
their audit requirements., First, a determination should
be made by those agencies as to whether it would be de-
sirable and economically justified to establish their own
audit capability. Sccond, the use of independent public
accountants should be explored as an alternative. Third,
cross-servicing arrangements with the larger agencies,
along the lines proposed by us, should be considered.

The Office of Management and Budget alsoc did not believe
there was a need for it to develop guidelines to assist
Federal agency management in determining the appropriateness
of the size of their audit staff, including guidance on the
- division of effort between external and internal audits.
According to the Office of Management and Budget, section 6
of Federal Management Circular 73-2 provides guidance and
criteria fcr agencies to use in determining their audit
coverage, and if audit groups prepare the plans required by
this section, agency management will aave sufficient infor-
mation to make the decisions implied in our propos=i. The
Office of Management and Budget said the decision on re-
source levels and their application must remain witk agency
maragement, subject to Office of Management and Budget re-
vxea, since the requirements for audlts must be considered
in the context of the total agency's needs and priorities.
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We believe our proposal to investigate tle feasibility
of larger agencies providing audit services on a reimbursable
basis to agencies which are too small to have their own full-
time audit staff is valid. First, in many cases the smaller
agencies have already made a determination that, in their
judgment, they are not economically justified to establish
their own audit capability. The response of the Treasurer of
the National Gallery of Art to our report on the need for an

- internal avdit organization at the Gallery (see p. 7) is

typical of several smaller agencies® beliefs that their
operations are not large enough to justify a full-time inter-
nal audit staff.

The Office of Management and Budget's second alternative,
the use of independent public accountants, could be esplored.
However, consideration should be Jiva2n to whether the hiring
of 1ndependent public accountants will be more expensive
than using Federal auditors to do the same work.

i The Office of Management and Budget contends that what
we have proposed is baszcally cross-setvzcan arrangements
between larger agencies and small agencies with no audit
capability. This is true in the broadest context of cross-
servicing, which has generally been defined as an arrangement

‘under which one Federal agency will conduct audits for ancther

when it is in the best interests eof the Federal Government to
do so. However, cross-servicing has traditionally been con-
fined to Pederal grant-in-aid and contract programs (see

p. 10) where two.or more Fede..al agencies are responsible

for programs in the same organization or in offices located
within the same geographical arza.,

Perhaps one reason why cross-sewvicing arrangements
generally have not been made for internal audits of small
Federal agencies by larger cnas is that it is usually the
primary responsibility of che Federal agency with the pre-—
dominant interest, in this case the small agency, to take
the initiative in arranging for cross-servicing. The small
agencies have not been making such arrangemants, possibly
because they are not convinced of the need for internal
audit of their operations. e

Since small agencies are reluctant to take the
iritiative in arranging for internal audits of their opera-
tions by larger agencies, we believe the Office of Manage-
ment and Budget needs to become irvolved in this area by
setting up several cross-servicing atrangements on a cost
reimbursable test basis to determine whether it is feasible

17
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to have larger agencies provide internal audit services for
small ones that lack internal audit capabili'y.

We also velieve that our second proposal regarding the
development of guidelines to assist Federal agency management
in determining the appropriateness of the size of their audit
staff, including guidance on the division of effort between
external and internal audits, needs to be carried out.

The Office of Management and Budget contends that
guidance in this area is provided by section 6 of the
Federal Management Circular 73-2, -and that if audit groups
prepare the plans reguired by this section, agency manage-
ment will have sufficient infcemation to make decisions
regarding the appropriatenzss of the size of their inter-
nal audit organizations and the mixture «f internal and
external audit. However, we have found that virtually
every Federal audit organization complies with the re-
quirement of section 6 of the Federal Management Circular
73-2 and prepares an annual sudit plan. Several of these
plans have indicated that substantial increases in person-
nel are needed to perform the required audits set forth in
the plan. However, agency management generally has not
responded to such information by increasing audit staff
sizes or taking other action to bring workloads and audit
capability into balance.

We recognize that the requirements for audit must i
be considered in the context of the agency's total needs |
and priorities. However, we believe the fact that agency
management has not increased its audit staffs in situations “y
where audit plans offer clear evidence that the internal
audit organization is understaffed indicates that prepara-
tion of the plan does not necessarily provide agency manage-
ment with sufficient information to determine the appropri-
ateness of audit staff sizes. We believe guidelines are
needed in this area, and that there is also a need for ’ .
these guidelines to include guidance on the division of ef-
fort between external and internal audits.

RECOMMENDATIONS TO THE DIRECTOR,
OFFICE O7 MANAGEMENT AND BUDGET . ——

We recommend that, to overcome the lack of internal
audit capability in the smaller agencies, the Office of
Management and Budget (1) reemphasize to all agencies that
do not now have internal audit coverage that such coverage
should be obtained., (2) cite the alternatives available to
establishing an in-house capability--such as using public
accountants, when economically justifiable. and using
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cross-servicing agreements--and (3) help arrange such
agreements when requested to do so.

The Office of Management and Budget should also develop
guidelines to assist Federal agency management in determining
the appropriateness of the size of their audit staffs. These
guidelines should also address the questisci of the division
of efforts between external and internai audits.
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GENERAL SERVICES ADMINISTRATION
OFFICE OF FEDERAL MANAGEMENT POLICY

FEDERAL MANAGEMENT CIRCULAR

FMC 73-2: Audit of Pederal Operations and Programs
by Executive Branch Agencies

September 27, 1973
TO THE HEADS OF EXECUTIVE DEfARMNTS AND ESTABLISBMENTS

1. Ppurpose. This circular sets forth policies to be
followed in the audit of Federal operations and programs by
executive departments and establishments.

- 2. Supersession.. This circular supersedes Office of Manage-
ment and Budaet Circular No. A-73, dated August 4, 1965.

3. Ppolicy mtent. The primary objectives of this circular
are to promote improved audit practices, to achieve more
efficient use of manpower, to improve cocrdination of audit
efforts, and to emphasize the need for early audits of new
or substantially changed programs.

4. Applicability and scope. The provisions of this circular

are applicable to all executive departments and establish-
ments. The terms "agency” and "Federal agency® throughout
this circular are synonomous with the term “departments and
establishments* as defined in FMC 73-1.

5. Definitioma.

a. The term "audit” as uaed in this circular means a
systematic review or appraisal to determine and report on—-
whether: )

{1) Financial operations are properly conducted:

{2) Financial reports are presented fairly:

{3, Applicable laws and regulaticns have bheen
complied with;
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(4) Resources are managed and used in an economical
and efficient manner; and

(5) Desired results and cbjectives are being achieved
in an effective manner.

The above elements of an audit are most comrdnly referred to
as financial/compliance (ltems 1, 2, and 3}, ecoacmy/
efficiency (item 4), and program resul:s (item 5). Collec-

tively, they represent the full scope of an audit and provide

the greatest benefit to all potential users of Government

audits. In developing audit plans, however, the audit scope
should be tailored to each specific program accordirg to

the circumstances relating to the program, the management
needs to be met, and the capacity of the audit facilities.

b. The term “audit standards” refers to those standards
set forth in the Standards for Audit of Governmental Organi-
zations, Programs, Activities & Functions issued by the
Comptroller General of the United States.

6. Policies and procedures. Agenc1es are responsible for

providing adequate audit coverage of their prograams as a
constructive aid in determining whether funds have been
applied efficientiy, economically, effectively, and in

a manner that is consistent with related laws, program cbiec~-
tives, and underlying agreements. The audit standards will
be the basic criteria on which audit coverage and operations
are based. Agencies administering Federal grant, contract,
and loan programs will encourage the appropriate application
of these standards by non-Federal audit staffs involved in
the audit of organizations administering Federal programs.
Each agency will implement the policies set forth in this
circular by issuing policies, plans, and prccedures for the
guidance of its auditors.

a. “Organization and staffing. Audit services in Govezn- “

ment are an integral part of the management process. Audit ——

services and reports must be responsive to management needs.
However, it is important in order to obtain the maximum
benefit from this function that agency audit organizations

have a sufficient degree of independence in carwying out

their responsibilities. To provide an appropriate degree
of independence, the audit organization should ordinarily
be located outside the program management stricture, report

21



APPENDIX 1 APPENDIX 1
to an agency management level sufficiently high to ensure
proper consideration of and action on audit results, and be
given reasonable latitude in selecting and carrying out i
assignments. Adequate and quaiified staff should be assigned
this important function. The audit of all programs under

a single Faderal department or agercy must be coordinated, and
where economies and a more effective audit service will
cesult, especially in large and geographically dispersed
programs, the audit operations within a department should be
consolidated. It is also important to establish close
coordinhtion between audit and such other management review
activities as may exist in an agency.

b. Determination of audit priorities. Each agency will

establish procedures requiring periodic review of its indi-
vidual programs and operations to determine the coverage,
frequency, and priority of audit required for each. The
review will ‘include consideration of the following factors:

{1) Newness, changed conditions, or sersitivicy
of the organization, program, activity, or function;

(2) Its dollar magnituée and duratibn:

(3) Extent of Federal participation either in
terms of resources or regulatory authority;

(4) Management needs to be met, as developed in
consultation with the responsible program officials;

(5) Prior audit experience, including the adequacy of
the financial management system and controls;

(6) Timeliness, reliability, and coverage of audit .

reports prepared by others, such as State and local govern-
ments and indezsndent public accountants;

(7) Results of other evaluations; e.g., inspec-
tions, program reviews, etc.; ’

(8) Mandatory requizements of legislaticn or
other congressicvnal recommendations; and

(9) Availability of audit rescurces.
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C. Cross-servicing arrangements. To conserve

manpower, promote efficiency, and minimize the impact of
audits on the operations of the organizations subject to
audit, each Federal agency will give full consideration to
establishing cross-servicing arrangements under which one
Federal agency will conduct auditc for another--whenever such
arrangements are in the best interest of the Federal Govern-
ment and the organization being audited. This is particularly
applicatle in the Federal grant-in-aid and contract programs
where two or more Federal agencies are frequently responsible
for programs in the same organization or in offices located
within the same geographical area. Under such circumstances,
it will be the primary responsibility of the Federal zgency
with the predominant financial interest to take the initiative
in collaborating with the other appropriate Federal agericies
to determine the feasibility of one of the agencies' corn-
ducting audits for the others, and to work out mutually agree-
able arrangements for carrying out the required audits on the
most efficient basis.

4. Reliance on non-Federal audits. In develcping audit
plans, Federal agencies administering programs in partnershio
with organizations outside of the Federal Government will con-
sider whether these organizations recuire periodic audits 2n2
whether the organizations have made or arranged for these au-
dits. This consideration is especially necessary for those
agencies that administer Federal grant-in-aid programs through .
State and local governments and which are subject to OMB Circu-

lar A-102, Attachment G. Attachment G provides standards for
financial management systems of grant-supported activitias of

"~ State ar? local governments and requires that such systems

provide, at a minimum, for financial/compliance audits at
least once every 2 years. Federal agencies will coordinate
their audit requirements and approaches with these organiza--
tions to the maximum extent possible. The scope of individual
Federal audits will give full recognition to the non-Federal
audit effort. Reports prepared by non-Federal auditors will
be used in lieu of Federal audits if the reports and sup-
porting workoapers are available for review by the Federal
agencies, if “esting by Federal agencies indicates the
audits are performed in accordance with generally accepted
auditing standards (including the audit standards issued by

the Comptroller Gereral), and if the audits otherwise meet the
requirements of the Federal agencies.
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e. Audit plans. Based on the considerations set forth
in b, ¢, and d, above, each agency will prepare an audit
plan at least annually. At a minimum, such plans will re-
flect the: ‘

(1) Audit universe (all programs and operations
subject to-audit); :

_ (2) Programs and operations selected for audit,
with priorities and specific reasons for selection;

(3) Audit organization that will conduct the
audit: -

(4) Audit cycle or frequency, the locations to be
audited, and the reasons thereforj

(S) Scope of audit coverage to be provided and
the reasons therefor; and

(6) Anticipated benefits to be obtained from the
audits. - : - .

The plans should be adjusted as necessary to provide for audit
coverage of unforeseen priorities.

E. Coordination of audit work. Federal agencies will
coordinate and cooperate with each other in developing and
carrying out their individual audit plans. Such actions will
include continuous liaison; the exchange of audit tech-

. niques, objectives, and plans; and the development of audit
schedules to minimize the amount of audit effort required.
Federal agencies will encourage similar coordination and
cooperation among Federal and non-Federal audit staffs where
there is a common interest in the programs subject to audit.

g. Reports. Reporting standards are set forth in the
-———-Audit Standards for the guidance of Federal agencies. With
respect to release of audit reports, each agency will estab-
lish policies regarding the release of audit reports outside
the agency. Such policies will be in consonance with appli-
cable laws, including the Freedom of Information Act, and, to
the maximum extent possible, will provide for the dissemina-
tion of such reports in whole or in part to those interested
in such information.
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h. Agency __cion on audit reports. Each agency will

provide policies for acting on audit* recommendations. Timely
action on recommendations by responsible management officials
is an integral part of the effectiveness of an agency'’s audit
system and has a direct bearing on it. Policies will pro-
vide for designating officials responsible for following up
on audit recommendations, maintaining a record of the action
taken on recommendations and time schedules for responding to
and acting on audit recommendations, and submitting periodic
Egggﬁts to agency management on recommendations and action

7. Responsibilities. Federal agencies will review the
policies and practices currently followed in the audit of
their operations and programs, and will initiate such action
as is necessary to comply with the policies set forth in this
circular. The head of each Federal agency will designate an
official to serve as the agency representative on matters
relating to the implementation of this circular. The name of
the agency representative should be sent to the General Serv-
ices Administration (AM), Washington, DC 20405, within 30 days

after the receipt of this circular.

8. Reporting requjrement. Each Federal agency will submit
a report to the General Services Administration (aM),

Washington, 'DC 20405, by December 31, 1973, on the action

it has tzken to implement the policies set forth in this ciz-
cular. Specifically, the report will include actions taken
on the issuance of policies, plans, and procedures for the
guidance of its auditors; determination of audit priorities;
new cross-servicing arrangements made; additional reliance on
non-Federal audits:; development of audit plans; and coordina-

--tion of audit work between Federal agencies and between Fed~

eral and non-Federal audit staffs. Reports will be -ubmitted
at 6-month intervals on the additional actions taken until

the circular is fully implemented. Copies of agency issuances™

on the implementation c¢f this circular will be submitted to
the Office of Federal Management Policy, General Services
Administration, upon request. -
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9. Inquiries. PFurther information concerning this circular
may be obtained by contacting:

General Services Administration (AMF)
Washington, DC 20405

Telephone: IDS 183=7747
FTS 202-343-7747

ARTHUR F. SAMP,
Administrator of General Services

G3A OC T4.3388
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Y@ ‘~,_ EXECUTIVE OFFICE OF THE PRESIDENT
BN OFFICE OF MANAGEMENT AND BUDGET
N7 ’ WASHINGTON, D.C. 20503
JUL 27 1976

Honorabhle Elmer B. Staats

Comptroller General of the United States
General Accounting Office

wWashington, D.C. 20548

Dear Mr. Staats:

This is in reply to a request for comments on the draft
report, "An Overview of Federal Internal Audit.”

The report provides valuable information on the status of
agency internal audit capability. The report makes two
recommendations to the Office of Management and Budget.

The first is that we investigate the feasibility of the
larger agencies providing audit services on a reimbursable
basis to the smaller agencies which are too small to have
their own fulltime audit staff. As the report points out,
we have encouraged the use of cross-servicing arrangements
in Federal Management Circular 73-2, "Audit of Federal
Operations and Programs by Executive Branch Agencies.”
Many such arrangements now exist. Such arrangements are
intended to minimize overlap and dQuplication of audit and
assure that maximum coverage is obtained from existing
audit capability. )

For example, audits of grants and contracts at over 2,000
colleges and universities are coordinated through FMC 73-6.
The Circular assigns the responsibility for audit and
negotiation to one I'ederal agency which acts on bechalf of
the others. Similarly, under FMC 7:-4, cognizance assign-
ments have been worked out for auditing and negotiating
overhead costs—for all State governments, the 450 major
State agencies, and the 1,000 largest units of local
government. Thousands of school districts and special
districts are likewise assigned to a single Federal agency.
And smaller units of local government are assigned on an
ad hoc basis to the Federal agency with which they do the
most business. Also, as you may know, the General Services
Administration provides internal audit services to a number
of small agencies and commissions.
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We believe there are several ways in which the smaller
agencies may meet their audit requirements. PFirst, we
think a determination should be made by those agencies
as to whether it would be desirable and economically
justified to establish their own audit capability.
Second, the use of independent public accountants should
be explored as an alternative. And third, as you
recommend, cross-servicing arrangements with the larger
agencies should be considered. We believe each of the
agenci~s should consider these alternatives, and decide
which would be most appropriate in their particular
circumstances. Any existing facilities for management
analysiz or program review should be a factor in this
decision.

The second recommendation is that we develop guidelines

to assist Federal agency management in determining the
appropriateness of the size of their audit staff, including
guidance on the division of effort between external and
internal audits. Section 6 of FMC 73-2 provides gquidance
and ecriteria for agencies to use in determining their audit
coverage. If audit groups prepare the plans required by
this section, we believe agency management will have
sufficient information to make the decisions implicit in
your recommendation. However, the decision on resource
levels and their application must remain with agency
management, subject to OMB review, since the requirements
for audit must be considered ir the context of the total
agency's needs and priorities.

We believe your report will provide the emphasis to
highlight the need for improved internal auditing in the
Federal agencies. The recent General Accounting Office
publication, "Directory of Federal Audit Organizations,"
will aiso prcvide a ready reference for agency management

tu use in conparing the relative size of their audit staffs.
We will, of course, continue to work with yocur staff, the
departments and agencies, the Federal Audit Executive
Council, and the Intergovernmental Audit Porums in an
effort to improve audit operations.

We appreciate the opportunity to review the draft report.

Sinafrely y

< >
Paul H. O°Neill
Deputy Director
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PRINCIPAL OFFICIALS

RESPONSIBLE FOR THE ACTIVITIES

DISCUSSED IN THIS REPORT

APPENDIX III

Tenure of office
From To
OFFICE OF MANAGEMENT AND BUDGET
DIRECTOR, OFFICE OF MANAGEMENT
AND BUDGET:
James T, Lynn Feb. 1975 Present
Roy L. Ash - Feb. 1973 Feb. 1975
Caspar W. Weinberger June 1972 Feb, 1973
George P, Shultz July 1970 June 1972
GENERAL SERVICES ADMINISTRATION
ADMINISTRATOR OF GENERAL SERVICES: '
Jack Eckerd. Nov. 1975 Present
Arthur F. Sampson i June 1973 Oct. 1975
Arthur F. Sampson (acting) June 1972 June 1973
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